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Bearish on Uncle Sam?

As Foreign Investment Shows
Decline, Economists Keep Watch

By Jonarnan WeismaN and Ben WHITE
Washington Post Staff Writers

NEW YORK—On Sept. 9, as it must frequently do,
the U.S. government turned to Wall Street to raise a lit-
tle cash, and Paul Calvetti bet that demand for $9 billion
worth of long-term Treasury bonds would be “huge.”

But at 1 p.m., as the auction opened and the numbers
began streaming across his flat-panel screens, the head
of Treasury trading at Barclays Capital Inc. slumped in
his chair. Foreign
investors,  who
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The most recent auction of 10-year Treasury notes
may have been a fluke, a momentary downturn in one as-
pect of the massive world market for U.S. government
and private-sector bonds, stocks and other securities—a
market so large and diverse that it has long been the
world’s safe haven. But a rash of new data, including
Treasury Department figures released yesterday show-
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Private Investors Abroad Cut
Their Investments in the U.S.

By EDUARDO PORTER

The flow of foreign capital con-
tracted in August as private invest-
ors lost some of their appetite for
American stocks and bonds, under-
scoring the United States’ increasing
dependence on financing from cen-
tral banks in Asia.

The Treasury Department report-
ed yesterday that net monthly capi-
tal flows from the rest of the world
fell for the sixth time this year, de-
clining to $59 billion from $63 billion
in July.

Private investment from abroad
fell by nearly half — to $37.4 billion in

Asian central banks
bail out America, a
nation of spenders
rather than savers.

August from $72.9 billion the month
before. Investors appear to be con-
cerned over cooling growth and a ris-
ing American trade deficit.

The only reason that the contrac-
tlon was not more pronounced was
that official financing, mainly from
Aslan central banks, jumped to near-
ly $23 billion in August from just over
$6 billion in July.

Washington has demanded that
China end a policy of buying dollars
to reduce the value of its currency,
the yuan, and make its exports more
competitive in American markets.
But the new data accentuated how
dependent the United States has be-

come on purchases of dollar securi-
ties by the Chinese and other Asian
governments with links to the dollar.

“Foreign central banks saved the
dollar from disaster,” said Ashraf
Laidi, chief currency analyst of the
MG Financial Group. “The stability
of the bond market is at the mercy of
Asian purchases of U.S. Treasuries.”

Net foreign purchases of United
States Treasury bonds fell 35 per-
cent, to roughly $14.5 billion, an 11-
month low. Foreign governments left
a particularly large footprint in this
market, stepping up their net pur-
chases to about $19 billion even as
private investors sold about $4.5 bil-
lion worth.

Holdings of Treasury bonds by Ja-
pan, where the central bank has also
been intervening to keep the value of
its currency from rising, increased
by $26 billion in August, to $722 bil-
lion. Chinese official holdings rose
more than $5 billion, to $172 billion.

The decline in foreign investment
seems to have unsettled some invest-
ors in the bond and currency mar-
kets, who have been on tenterhooks
as the American trade deficit has
soared to nearly 6 percent of the na-
tion’s economic output, requiring for-
eign investment to finance it.

Through the first quarter of the
year, financial flows into the United
States exceeded the trade deficit by
well over 50 percent. Last month,
they barely covered the $54.2 billion
deficit.

As private capital flows declined,
the American financial balance has
been poised precariously. As private
financing dwindled, most of this cov-
crage has been provided by foreign
government finance.

“If all we have funding our current
account imbalance is the good
graces of foreign central banks, we
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are on increasingly thin ice,” said
Stephen S. Roach, the chief econo-
mist at Morgan Stanley. Of Washing-
ton’s call for China to stop interfer-
ing in currency markets, he cau-
tioned, “That could come back and
bite us.”

Not all economists are that wor-
ried about the growing shortfall in
the current account, the broadest
measure of trade, pointing out that it
is sustainable as long as Asians con-
tinue on a path of export-led growth
that requires cheap currencies
against the dollar.

Many economists stress, however,
that this symbiotic balance between
Asian and American economies will
eventually come to anend.

Jeffrey Frankel, an economics
professor at Harvard University,
said: “The Asians are going to go on
buying Treasury securities for a
while, preventing the dollar from de-
preciating and helping keep U.S. in-
terest rates low, which is a good
thing. But not forever.”

Morris Goldstein of the Institute
for International Economics re-
marked, “This can be a story for one
year or two years, not for 10 years.”

If the United States were to tem-

per its appetite for foreign money,
the Chinese and Japanese could cur-
tail their purchases of American se-
curities without causing financial
havoc. The dollar could then drift
lower against Asian currencies, ben-
efiting American exporters and
manufacturers that compete with
Aslan imports.

But this would require Americans
to increase their rate of savings.
Housechold savings have plummeted
to only 1.5 percent of personal in-
come, from 11 percent 20 years ago.
With the federal government run-
ning a budget deficit of 3.5 percent of
the nation’s output, the public sector
hardly contributes to savings.

A disorderly situation would occur
if foreign money dried up suddenly
when the United States still needed
it. Then, the adjustment in American
savings might happen involuntarily.
Interest rates would rise sharply,
and the dollar could fall abruptly.
This could induce a sharp economic
contraction, even stagflation.

“The longer we wait,” Mr. Gold-
stein said, “the more likely we'll
have the adjustment anyway. But the
adjustment will be more chaotic and
sharper.”




Foreign Creditors May Be Starting to
Look Elsewhere fior Investment

“... [A] rashi of new data, including Treasury.
Department figures released yesterday.
showing a net sell-offi by foreigners ofi U.S.
bonds Iin August, has stoked debate over
Whether everseas investors — private
Individuals, institutions and government
central banks — are growing dangerously
bearish on the U.S. economy.”

— Washington Post, “Bearish on Uncle Sam?
As Foreign Investment Shoews Decline,
Economists Keep Watch”

Octoeber 19, 2004




Large Amount ofi Foreign-Held Delbt
Could Lead to Economic Turmaoil

“A turn In overseas attitudes toward the
United States could ripple deeply

throughi the economy, depressing the
market, raising interest rates and
pushing down the value of the dollar.”

— Washington Post, “Bearish on Uncle Sam?
As Foreign Investment Shows Decline,
Economists Keep Watch”

October 19, 2004




Deficits 1 2003 and! 2004 Far Exceed
Previous, Record i Dollar lierms
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Increase In Debt 1n 2004 |s Far Greater
Than the $413 Billion Deficit
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Gross Federal Debt

Assuming Bush Tax Cuts Made Permanent, Bush Defense
Buildup, AMT Reform, and Ongoing War Costs
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Top Ten Countries Holding Our
National Debt

Japan $722' B
China $172 B
United Kingdom $135 B
“Caribbean Banking Centers” $91 B
South Korea $63 B
Taiwan $56 B
Hong Kong $49 B
Switzerland $49 B
Germany $48 B
OPEC $43 B

Source: Department of Treasury
Note: As of August 2004




Foreign Holdings off U.S. Treasunry
Debt Have Increased 82 Percent
Under President Bush
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Former Fed Chairman Voelcker Believes
Large Amoeunt ofi Foreign-Held Debt
Increases Chance of Currency Crisis

“[Former Federal Reserve Board Chairman
Paul VVolecker] said in response to a
guestion about the likelihood ofi a currency
Crisis In the near future that he believes
there is a 75 percent’ chance ofi such a
crisis, which could be fueled by a decision
Py ether nations to reduce their purchase
of U.S. securities.”

— BNA
October 29, 2003






